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H.R. 10 AND ITS STRUGGLE FOR EXISTENCE
By

I.

RONALD

S.

KATZ*

HISTORICAL CONSIDERATIONS OF THE ACT

The Self-Employed Individual Tax Retirement Act of 1962 is
not a sudden development in the field of employee pensioning. The
sources of the legislative enactment go back to a quarter of a
century of legal discussion, organized lobbying, Congressional controversy and carefully negotiated compromise. It is the purpose of
this article to examine briefly those years of struggle, to discuss
the legislation that culminated the controversy and to point out
some of the more startling shortcomings of that legislation.
It has long been the policy of the Federal Income Tax Law to
extend certain preferential income tax treatment to certain individuals. Wage earners and salaried employees, including corporate officers, enjoyed such beneficial considerations when their
employers established employee pension or profit-sharing plans.1
Still, there were over thirty million employed persons who could
not claim these tax benefits by virtue of the fact that their employers could not create qualified pension plans. 2 These people had
to provide for their own pensioning requirements and were forced
to do so out of their income after taxes; they received no deferment
of income tax on earnings which they could set aside for retirement purposes. Prior to the passage of the present Act, 3 this situation was also the exact state of affairs for approximately the ten
million 4 self-employed, who, since they were not "employees,"
could not qualify under the statute for the preferential tax advantage.
The evolution of the present law apparently had its origin at
an informal gathering of lawyers in New York City during the
early part of 1945. 5 The purpose of their meeting was to discuss
the problems that section 165 of the 1939 Code presented to selfemployed individuals. 6 After considerable discussion, the group
temporarily7 abandoned its plans for a proposed amendment to the
1939 Code.
In March 1947, Harry Silverson introduced a new tax savings
plan which was fundamentally an income-averaging device. It
also provided certain mechanics for the establishment of individual pensioning funds. This plan would have allowed taxpayers
* Third year student, University of Denver College of Law.
I Such plans must not be discriminatory in favor of officers, shareholders, supervisory or highly
compensated employees. There are, of course, a great number of statutory requirements
that must be
0
met before a plan can be qualified and adopted. Int. Rev. Code of 1954, § 4 1(a), as amended by
Public Law 87-792, 76 Stat. 809 (1962). The employer is allowed a current deduction for contributions
made under a qualified plan.
2 Rapp, L. M., The Quest for Tax Equality for Private Pension Plans: A Short History of the
Jenkins-Keogh Bill, 14 Tax L. Rev. 55 (1958).
3 Public Law 87-792, 87th Cong., 2d Sess. (1962), Self-Employed Individuals Tax Retirement Act
of 1962, 76 Stat. 809.
4 Supra, note 2.
5 Supra, note 2.
6 It is noteworthy to point out that since the men present at this meeting were all of the legal
profession, it was not unnatural for their discussions to be focused primarily on the tax discriminations of the self-employed professional person.
7 For a full discussion of the § 165 approach, see J. R. Nicholson, Pensions for Partners, 33
A.B.A.J. 302 (1947); 33 A.B.A.J. 1005 (1947). H. Rudick, More About Pensions for Partners: A Better
Solution Than Pension Plans?, 33 A.B.A.J. 1001 (1947).
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a current deduction for federal income tax purposes up to the
lesser of 15 per cent of earned net income and $10,000 with respect
to the same invested in a special type of non-assignable government
bond bearing 1 per cent interest. 8
The Silverson Plan was endorsed by the Committee on Taxation of the Association of the Bar of the City of New York. The
provisions of the Silverson Plan did not go uncriticized by other
members of the bar, and several plans were presented for the Committee's consideration.9
September of 1948 found the various plans under heavy debate
at a meeting of the Tax Section of the American Bar Association
held in Seattle. 10 Action on the Silverson Plan was tabled, and the
other recommendations were referred back to the committee for
further study; it was later decided that a bill should be drafted for
introduction in Congress.
In the summer of 1951 two members of the House Ways and
Means Committee were approached to sponsor the drafted measure
in Congress on a bipartisan basis. New York representatives Keogh
and Reed introduced the bill on June 7, 1951, during the first
session of the 82nd Congress, as H.R.4371 and H.R.4373 under the
title, "A Bill to Permit the Postponement of Income Tax with
Respect to a Portion of Earned Net Income Paid to a Restricted
Retirement Fund." Introduced late in the first session of the 82nd
Congress, the bill received no legislative consideration during the
year 1951.
The Keogh-Reed Bill allowed all taxpayers to deduct a portion
of their income paid into a restricted retirement fund, the deduction being limited to the lesser of 10 per cent of earned net income
and $7,500. Individuals previously qualified under valid employee
pension or profit-sharing plans would have been able to avail themselves of the deduction only to the extent that the amount resulting from the above limitations exceeded an amount contributed
during the taxable year by their employers under such plans. The
10 per cent limitation on the deductible amount was considered
8 Silverson, A New Tax Proposal, 44 Am. Mercury 345 (1947); Earned Income and Ability to Pay,
3 Tax L. Rev. 299, 315 (1948).
t Rudick, supra note 7; Rudick, Wherein The Silverson and Rudick Plans Differ, 3 Tax L. Rev.
384 (1948).
10 There were a number of dissenting opinions. Outstanding critical reports were tendered by
Harry Rudick and Stanley Surrey (Professor at Harvard Law School and one-time Tax Legislative
Counsel of the Treasury Department). Mr. Surrey considered the proposals as being "upper bracket
proposals."
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a more valid approach toward equality than the Silverson Plan."
The new bill defined a "restricted retirement fund" as a trust,
forming part of a retirement plan set up by a bona fide agricultural,
labor, business, industrial, or professional association, or similar
organization, for the exclusive benefit of its participating members.
The trustee of the fund had to be a bank, and the investments had
to conform to the various legalities concerning investments of
trust funds by such banks with the related tax exemption to the
trust on its earnings. Individual distributions could not be made
to the fund prior to age 60, except in the case of total and permanent disability certified by a licensed physician. These distributions,
however, could be made in a lump sum, in installments, or through
the purchase of life annuities and would be taxable on receipt at
regular income tax rates, except that lump-sum distributions were
to be given capital gains treatment.
The House Ways and Means Committee held a public hearing
on the bill on May 13, 1952.12 Representatives of various professional and other self-employed groups appeared to give support
to the bill. The Treasury Department, however, was in strong opposition. It naturally considered the measure a potential revenue
loss in the face of heavy defense expenditures. It also raised the
question as to the ultimate fate of the income tax if deductions
were to be allowed for various forms of savings programs. Life
insurance companies protested the fact that the bill precluded
the use of life insurance as a funding medium. Other groups argued
that the bill required membership in an organized group as a
condition of eligibility. Members of Congress voiced their disapproval of the professional groups who were favoring the bill, in
light of their reluctance up to that time to be brought under social
security. A re-draft of the bill was introduced on June 7, 1952 as
H.R.8390 (Keogh) and H.R.8391 (Reed), in which a number of
changes were made.
No action was taken by the Ways and Means Committee on
either the original or the amended bill during the second session
of the 82nd Congress. The opening of the 83rd Congress, during
January 1953, found Representative Reed as Chairman of the Ways
and Means Committee. It was decided that Representative Jenkins
should succeed as the Republican sponsor of the bill. This new
Jenkins bill was designated H.R.10, and the Keogh bill was designated H.R.11. There was no change made from the prior draft of
the bill as amended and introduced to the Ways and Means Committee on June 27, 1952.
On August 12, 1953, the Committee again heard further testimony in support of the measure in connection with the general
hearings on13 revenue revision. The Committee failed to take action
on the bill.
Governor Dewey of New York had become interested in the
purposes of the bill and was sincere in his belief that a softer
11 The Silverson Plan originally had a deduction limitation set at 25 per cent, which was the
maximum portion of payroll that could be taken as a current deduction under employee pension and
profit-sharing plans combined. Silverson later changed the limitation to 15 per cent, but this deduction applied only to profit-sharing plans. See Rapp, supra note 4, at 60 n.22.
12 Hearings before the Committee on Ways and Means on H.R.4371 and H.R. 4373, 82d Cong., 2d
Sess. 1 (1952).
13 Hearings before the Committee on Ways and Means on General Revenue Revision, 83d Cong.,
1st Sess. 1814-1921 (1953).
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approach would have to be made in order to secure Congressional
approval. He obtained a draft of a more modified bill and induced
several Republican Congressmen from New York to co-sponsor it
in the House of Representatives. On June 30, 1954, the chief Congressional spokesman for the group, Congressman Ray, introduced
an amended form of that bill, H.R.9754. The Ray Bill extended its
coverage to all taxpayers, even those under qualified pension plans.
Governor Dewey's attempt to have the Ray Bill incorporated in the
pending14 tax legislation for that session of Congress met ultimate
failure.
The next Congressional hearing on the bill was held in June
1955.15 It was at this hearing that the Treasury Department for the
first time seemed to be aware that existing law definitely discriminated against self-employed individuals and employees not covered
under qualified pension plans. 16
The Treasury Department did, however, have some important
objections. There was strong opposition to granting persons in
middle life a higher than normal taxable deduction. The Department felt it would increase the revenue cost and create discrimination against those who have already retired. It was further suggested that consideration be given to limiting the benefits of the
bill to ages below which people are required to begin to convert
their savings for retirement into taxable retirement income. 1 7 The
Treasury Department also recommended that penalties be placed
on the withdrawal of funds before age 65, even where required by
illness or financial emergency.' 8 Withdrawals should be required
to commence in any case not later than age 70. Also, opposition was
expressed to giving capital gains treatment to lump-sum withdrawals, despite the fact that this is provided for under qualified
plans. The Treasury Department indicated, however, that it would
not oppose some form of averaging. 9
Following the hearings, the Ways and Means Committee, by
a majority of 16 to 8, agreed to include a modified form of the
bill in the Omnibus Tax Bill then under consideration. 2 Representative Keogh had made three major amendments to his bill,
which undoubtedly aided in bringing about the favorable vote of
the Committee. The bill was confined to self-employed persons;
life insurance policies were permitted to be used as a funding medium, except that no deduction would be allowed for the portion of
the premium attributable to the cost of insurance protection as
such; and custodial accounts were also included as a permissible
funding medium, with the allowable investments in such case
broadened to include stocks or securities in any publicly held
corporation.
Representative Byrnes of Wisconsin, another Committee mem14 The Ray Bill was designated as H.R.2092 at the opening sessions of the 84th Congress.
11 Hearings before the Committee on Ways and Means on H.R.10, 84th Cong., 1st Sess. 1 (1955)
[hereinafter cited 1955 Hearings]. The bills now carried the numbers H.R.9 (Jenkins) and H.R.10
(Keogh). A few changes were made in order to make the bill correspond with the newly enacted
Internal Revenue Code of 1954.
16 Id. at 10. The Treasury Department made note, however, that if any legislation along these
lines were limited only to the self-employed, the anticipated revenue loss would be reduced from
$1 billion annually to $275 million.
17 1955 Hearings, supra note 15 at 12.
18 Id. at 11.
19 Ibid.
20 The Committee vote occurred on July 19, 1955.
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ber, added an additional two amendments to the form of the Keogh
Bill. One of the amendments reduced the dollar limit on annual
exclusion from $7,500 to $5,000.. The other amendment reduced the
aggregate lifetime exclusions to $100,000.
The favorable vote of the Ways and Means Committee appeared
to be a major victory for the proponents of the bill. However, the
Committee never completed its work on the Omnibus Tax Bill prior
to the adjournment of the first session of the 84th Congress, and the
bill was not reported out of Committee. Furthermore, the Ways and
Means Committee took no further action on the proposed tax bill
during the second session of the 84th Congress.
Late in the summer of 1956,21 David Maxwell, newly elected
President of the American Bar Association, immediately set up
an advisory committee to the Association's Committee on Retirement Benefits and charged it with perfecting the Jenkins-Keogh
Bill from a drafting point of view. This new measure was introduced January 3, 1957 at the opening of the 85th Congress. 22 In
passing, it is significant to note that during 1957 both Canada and
certain tax deducNew Zealand adopted legislation allowing for
23
tion advantages to self-employed individuals.
While Congress took no action on the 1957 bill, Congressman
Keogh again placed his bill before the House Ways and Means
Committee during the summer of 1958. On July 22, the Committee,
by a majority of 18 to 7, ordered the Jenkins-Keogh Bill favorably
reported in an amended form. 24 As so amended, the bill was passed
by the House on July 29, 1958, on a vote under suspension of the
rules (which required at least a two-thirds majority). However, the
bill was not acted upon by the Senate and failed of enactment.
H.R.10 was finally reported by the House Ways and Means
Committee on May 9, 1961 as House Report No. 378.25 It passed the
House as reported June 5, 1961. The Act then traveled to the
Senate Finance Committee and was reported as Senate Report No.
992 on September 13, 1961.26 The Finance Committee's bill was
more in the form of a substitute bill rather than an amendment to
21 In April 1956 the British put into effect a counterpart of the Jenkins-Keogh Bill. See The Finance
Act, 1956, 4 & 5 Eliz, 2, c. 54, pt. Ill. Also see Kent, The British Finance Act, 1956, 35 Taxes 219,
222 (1957). Eligible persons are allowed a deduction for income tax purposes of up to the lesser of
10 per cent of "relevant earnings" or 750 pounds (approximately $2,100) with respect to amounts
voluntarily set aside for their retirement. In the case of an individual with income from both pensionable and non-pensionable sources, the pound limit on his deduction is reduced by one-tenth of
pensionable sources for the taxable year. The allowable deduction is increased one-tenth for each
two years of age over 40 and not over 50 in the case of persons in or earlier than 1915. Contributions in any year in excess of the allowable deduction may be carried forward and treated as
having been paid in the following year or years until exhausted. Funds may be accumulated either
through the purchase from an approved insurer of non-commutable, non-assignable annuities or by
contributions to an approved trust plan. However, distributions can be made only in the form of
lifetime annuities (in case of death, there can be a lump-sum repayment of premiums with interest),
with or without survivorship benefits, but cannot commence before age 60 and must commence not
later than age 70.
22 Rapp, L. M., The Quest for Tax Equality for Private Pensions Plans: A Short History of the
Jenkins-Keogh Bill, 14 Tax L. Rev. 55 (1958).
23 The Canadian Plan, called the Registered Retirement Savings Plan, entitled all persons having
earned income to the benefits of the act. See Income Tax Act, 1957, 5 & 6 Eliz. 2, c. 29, § 79B.
The New Zealand Plan was not as comprehensive as the English and Canadian Plans, but did give
certain limited benefits to self-employed business and professional persons. See Rapp, supra note 2
at 78.
24 The bill was estimated by the committee to involve a possible revenue loss of $360 million
per annum. H.R. Rep. No. 2277, 85th Cong., 2d Sess. (1958).
25 The principal Republican sponsors of the finally adopted measure were Representatives Reed
of New York, Jenkins of Ohio, Simpson of Pennsylvania, and Utt of California; the Senate Republican
sponsor was Senator Smothers of Florida. Representative Kegh (D) was, of course, a vital party from
the beginning years of struggle.
26 Self-Employed Individuals Tax Retirement Act of 1962, Senate Report No. 992, 87th Cong.,
2d Sess. 2964 (1962) [hereinafter cited as S. Rep. No. 9921.
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the measure passed by the House. The Senate, with certain floor
changes, had struck out all of the text of the original and inserted
new text. Quite naturally, the House supporters felt some antagonism and the entire measure was threatened with deadlock. However,
conferees on the differing versions agreed to a compromise bill on
September 18, 1961.27 The compromise agreement, which made some
substantive changes in the Senate bill, became the new law on
October 10, 1962, as Public Law 87-792.28
The new law follows a somewhat different approach than that
which had been advocated for so many years. Instead of allowing
each self-employed person to set up his individual plan and make
limited, tax-deferred contributions thereto, the new law adopts
the general format of the 1960 Treasury Department suggestions. 29
The approach submitted by the Treasury Department would have
granted the self-employed tax treatment similar to that received
by employees now covered by existing pension plans. 30 As a consequence, they will not be taxed currently on the portion of their
earned income permitted to be set aside for their retirement or on
any increment to the retirement fund, but will be taxed on distributions from the fund as received in later years. Perhaps the best evidence of the importance of the new law is the magnitude of the
struggle that preceded its passage.
II.

GENERAL

SCOPE OF THE BILL

A. Self-Employed Persons as Owner-Employees
For the most part, the Act defines the self-employed person as
an "owner-employee." An owner-employee is a person who owns
all of an unincorporated business, or a partner owning more than
a 10 per cent capital or profits interest in the business. 31 An "employer" is an individual who owns the entire interest in an unincorporated trade or business. 32 The significance of the two terms
27 Conference Report No. 2411 87th Cong., 2d Sess. 3028 (1962).
29 87th Cong., 2d Sess. 945 (1962), 76 Stat. 809 (1962).
29 See Self-Employed, supra note 26 at 2971. The Treasury Department's plan was submitted to
the Senate Finance Committee at the request of Chairman Byrd after the Department had opposed
the House bill at the 1959 hearings. See Rapp, Pensions for the Self-Employed: The Treasury Depart.
ment-Finance Committee Plan, 16 Tax L. Rev. 227, 233 (1961).
30 Int. Rev. Code of 1954, § 401-404. The new act consists entirely of amendments to the various
sections of the code. The sections that were amended or added to are as follows: §§ 37, 62, 72,
101, 104, 105, 172, 401, 402, 403, 404, 405 (added), 503, 805, 1361, 2039, 2517, 3306, 3401, 6047,
7207. See Public Law 87-792, 76 Stat. 809 (1962).
31 Int. Rev. Code4 of 1954, § 401(c)(3), added by Public Low 87-792, 76 Stat. 809 (1962).
32 Id., § 401(c)( ).
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is better understood when one takes into consideration the requirements concerning inclusion of all employees (except part-time and
seasonal) of an employer, who is an owner-employee, who have
more than three years' service.
The special rules of the Act apply to plans covering a partnership
where no partner owns more than a 10 per cent interest. However,
the plan would have to conform to the coverage and non-discrimination features of the law. Therefore, the plan would have to cover a
certain percentage of the employees, or all employees,
in a classifi33
cation acceptable to the Treasury Department.
B. The Owner-Employee and His Employees
Perhaps the greatest criticism of the Act falls upon the requirements that the self-employed person's pension plan must provide
retirement benefits on a non-discriminatory basis for all his regular
employees. 34 The law states, however, that an employee is an employee for these purposes if he has three years' service and his
customary employment is for more than twenty hours in any one
week, or is for more than five months per year. The plan places
a burden upon the self-employed individual. If he has employees
and he wants the retirement benefits of this plan, he carries with
him a number of other persons. The Act may cure, to some extent,
the inequities of the tax laws as they affected the self-employed,
but it also attempts
35 to eliminate the inequity to employees of selfemployed people.
A careful reading of the amended code, along with the various
new proposed and final regulations, does not clearly define the
precise nature of the role of the employee in regard to the mandatory inclusion requirements. 36 The regulations designate the employee as a "common-law employee. '3 An individual who is a
common-law employee is not a self-employed person with respect
to income attributable to such employment, even though it constitutes net earnings from self-employment. 3 A minister would
qualify as a common-law employee. A full-time life insurance salesman is also treated as an employee under the Code.93 It is clear,
however, that domestic employees of a self-employed person will
not be treated as employees
for purposes of establishing an H.R.10
40
retirement program.
A most difficult area of determination occurs in' the husbandwife partnership situation. Apparently, the past services of a wife,
who is an equal partner with her husband, can be taken into account to qualify her as an employee.4 1 The rule that the plan may
33 S. Rep. No. 992, supro note 26, at 2977.
34 Int.Rev. Code of 1954, § 401(d)(3), added by Public Law 87-792, 76 Stat. 809 (1962).
35 Hinckley, C.C., Keogh-Smothers Act - Take Another Look Before Condemning It, 41 Taxes
263 (1963).
36 For a more detailed examination of this area, see Forster, R.H., 20 Questions on Final Regu.
lotions Under H.R.10, 102 Trusts and Estates 1035 (1963). See also Forster, R.H., Proposed Regula.
tions on H.R.10, 102 Trusts and Estates 408 (1963).
37 A common-law employee is one who is in such a relationship to another person that the latter
may control the work of the former and direct the specific manner in which it shall be done. 35 Am.
Jur. Master and Servant § 2 (1941).
38 Treas. Reg. § 1.401-10(b)(3).
39 Int.Rev. Code of 1954, § 7701(a)(20).
40 Treas. Reg. § 1.401-12(e)(1).
41 "Past service . . . may be taken into account for the purpose 4 of determining whether an
individual who is, or was, an employee within the meaning of sec.
01(c)(1) . . . even if such
service was rendered prior to January 1, 1963." Treas. Reg. § 1.401-10(b)(4). See Forster, supra note
36 at 1035.
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not require a longer waiting period for employees than for owneremployees 42 is obviously designed to prevent an owner-employee
with one year of service from contributing for himself to the exclusion of three-year service employees. This same rule could be
used to aid a husband-wife team from excluding a two-year employee. The husband could make his wife an employee under the
three-year mandatory eligibility requirement by using her past
service record and, thereby, exclude all other employees with less
than three years' service. A similar situation would arise with the
employee-wife of an attorney. She is not an attorney and there43
fore is not a partner, nor is she eligible for social security coverage.
However, she would satisfy the definition of a "common-law employee" 44 and must (if the three-year period is met) be covered by
his H.R.10 plan.
The regulations make it clear that if an owner-employee adopts
a plan which must provide that all employees with three years or
more service be covered, the eligibility period applies to himself
as well as to other employees. If his years of self-employment can
only account for two years' service, he must wait one more year
before becoming eligible to participate in the plan. 45 If a selfemployed person has no employees at the time of adopting an
H.R.10 plan, he must still have a written
plan covering all future
46
employees who could become eligible.
Neither the law nor the regulations make it clear as to whether
consecutive or accumulated service is the proper method of determining employee eligibility. It is definite, though, that owneremployees and common-law employees would have to be treated on
the same basis.
Partners in business create a number of unanswered problems.
The most glaring is where three equal partners share the cost of,
for example, two secretaries and a receptionist. It is clear that no
one of the partners could adopt a plan for himself. 47 However, where
the three "partners" are not really partners, but associates, 4s the
problems become confusing. It could be argued that one associate
could set up a plan and include the three employees only to the
extent of his share of their compensation. It is also arguable that
all the associates could have plans without having to cover any
of the three employees, since their employment would be on a parttime basis as to each of the associates.
Any owner-employee (or any group of two or more owneremployees) who controls more than one business is required to
group together all the businesses he controls, for the purpose of
determining whether the coverage requirements are met as to
all employees. 4 The law further requires that an individual who
is an owner-employee in a business (whether or not he controls
the business), and is also an owner-employee of another business
42 Treas. Reg. § 1.401-12(e)(2)(iii).
43 Int. Rev. Code of 1954, § 3121(b)(3). Treas. Reg. § 31.3121(b)(3)-1. Int.Rev. Code of 1954,
44 Supra note
37.
45 Treas. Reg. § 1.401-10(b)(4).
46 Treas. Reg. § 1.401-12(b)(2).
47 Treas. Reg. § 1.401-10(e).
48 The self-employed person is generally anyone subject to the self-employment tax. However, the
Oct allows doctors to form H.R.10 plans. The associates would, in most instances, be doctors.
49 Int.Rev. Code of 1954, § 401(d)(9), added by Public Low 87-792, 76 Stat. 809 (1962).

§ 3121(b)(4).
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which he controls, may not be covered under a plan of the first
business, unless he has established a plan for the employees of the
business which he controls. The plan for the controlled business
must provide contributions and benefits for employees which are
at least as favorable as the contributions and benefits provided for
owner-employees under the plan of the first business. 50 These rules
do not prevent an owner-employee from participating in an H.R.10
plan if he is already a participant in a qualified pension plan of
another business, such as a corporation. His right to participate in
the H.R.10 plan is determined entirely apart from his right to
participate in any other type of qualified pension or profit-sharing
program. 5' Similarly, though, no consideration will be given to
other types of plans that may already be in existence for the employees. Even if the owner-employee has a union-negotiated pension
plan for his employees, his desire to create an H.R.10 plan for himself would still necessitate inclusion of all employees meeting the
three-year eligibility period (excluding part-time workers). The
regulations plainly state 52
that the plan must cover "each employee
'
of the trade or business.
It may be reasonable to assume that in the very near future
inclusion in a qualified retirement plan will be accepted by employees in lieu of increases in salary. It is true that the creation
of an H.R.10 plan may cost some money to establish, but in the long
run employers without such plans will probably end up paying
more in cash salaries and be very little, if any, ahead of employers
with retirement programs. Also, the employer with the H.R.10
plan may avoid losing valued employees to the government or to
businesses with retirement plans for the simple reason that he has
a plan.
C. Earned Income
The Act contains a built-in yardstick for determining the
deductible contributions for self-employed persons. Coverage under
the bill depends on "earned income. '53 Earned income under the
law means, generally, net earnings from self-employment, 54 to the
extent such earnings constitute earned income within the meaning
of section 911(b) of the 1954 Code. This means that contributions
by and for a self-employed person may be made under a qualified
retirement plan only if he performs personal service. The bill prevents the "capital investor" or "silent partner" from obtaining the
tax benefits available to those who contribute their active services.
Contributions to a retirement plan for self-employed individuals
who are engaged in activities involving significant capital investment are based only on that part of the business income which is
attributable to personal services. Where income is derived from both
capital and personal services which are material income-producing factors, "earned income" means not more than 30 per cent of the
net profits from the trade or business or $2,500, whichever is the
greater. Where the net profits are $2,500 or less, the entire amount
is deemed to be earned income.
50
51
52
53
54

Id., § 401(d)(10) added by Public Law 87-792, 76 Stat. 80? (1962).
Treas. Reg. § 1.401-10(b)(3)(ii).
Treas. Reg. § 1.401-12(e)(1).
Int. Rev. Code of 1954, § 401(c)(2),2 added by Public Law 87-792, 76 Stat. 809 (1962).
See Int.Rev. Code of 1954, § 140 (a).
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Under the Act, "earned income" includes professional fees or
commissions obtained by doctors and lawyers. However, the patients or clients paying those fees must be the patients or clients
of the taxpayers, and they must consider him as the person responsible for the services.
An example of earned income is this situation: A and B are
partners in a drug store operation. A supplied all the necessary
capital but does not work in the store. B has no capital interest but
does perform all the personal services. Both capital and personal
services are material income-producing factors. The net' profit from
the drug store is $50,000 with a total of $80,000 from all sources. A
has no earned income since he did not perform personal services.
B has an earned income of $12,000 (30 per cent of $40,000).
D. Contributions and Deductions
Under the Act, an owner-employee is permitted to contribute
toward his own retirement up to 10 per cent of his earned income
or $2,500, whichever is smaller, provided the contributions for himself are not discriminatory as compared to contributions for his
employees under the plan formula. 55 The contributions he makes
for his employees are fully deductible, provided they meet the
requirements of section 404 of the Code; however, the contributions
made on his own behalf are only permitted a 50 per cent deduction
without carry-overs. 56 This means that an owner-employee may
55 Int. Rev. 0 Code of 1954, §§ 404(a)(8),
56 Id.,§§ 4 4(a)(10), 404(e).

4 4

O (e), added by Public Low 87-792, 76 Stat. 809 (1962).
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deduct up to $1,250 for the contributions to the plan made on his
own behalf.
The 50 per cent deductible limitation is determined on a yearto-year basis. There can not be a carry-over. A contribution of less
than the maximum amount in one year (less than $2,500) can
not be balanced by a contribution exceeding the maximums in the
following year. Thus, a contribution of $1,500 in 1964 with a corresponding subvention in 1965 of $3,500 to provide an average
57
yearly contribution of $2,500, is strictly prohibited by the Act.
However, the Act does not prohibit the owner-employee from
taking advantage of the ordinary carry-over provisions applicable
to contributions for his employees.
The practical application of the foregoing limitations is figured
on the following basis: (1) the owner-employee figures his allowable deduction for contributions made on his own behalf for the
year, and (2) subtracts this amount from his gross income in order
to arrive at his adjusted gross income. 58 However, this method does
not preclude his taking advantage of the optional 10 per cent standard deduction. Naturally, the contributions for his employees are
treated like any other business expense. Still, the deductions for
his own personal contribution can not be used to create or increase
any net operating loss. 59 Nor can deductions be taken for those
to the purchase of
portions of the contributions that are allocable
60
life, accident, health or other insurance.
As it has been often stated throughout this article, contributions
must be non-discriminatory. This requirement can not be overemphasized; the Act and the regulations are obsessed with the demand.
However, this does not prevent a qualified profit-sharing plan or a
stock bonus plan which provides a bona fide retirement program
from further qualifying as an H.R.10 plan.
Naturally, the Treasury Department will carefully scrutinize
the coverage requirements of such programs. The regulations do
make it clear that if an employee receives his profit-share before
the designated termination date (illness, disability, stated age,
death, layoff, or retirement), he will not be considered to be covered
by an H.R.10 profit-sharing "retirement" plan. 61 The exclusion of
this employee could cause the entire plan to become discriminatory
in its practical application. Great care must be exercised in allowing premature payment of benefits.
The bill requires a definite formula for determining contributions to be made on behalf of "profit-sharing" employees who are
not owner-employees. In full accordance with "profit-sharing" limitations, the formula would not have to apply directly to owneremployees. If the formula is provided for the contributions for em62
ployees, the owner-employee could have a qualified H.R.10 plan.
Therefore, an owner-employee could adopt a profit-sharing plan
and decide from year to year the amount of his own contribution.
An owner-employee with no common-law employees needs only
to concern himself with his own contributions. If he does have
57
58
59
60
61
62

Id., § 404(a)(9)(B).
Id. § 62(7).
Id.
172(d)(4)(D).
Id. § 404(a)(8)(C), added by Public Law 87-792, 76 Stat. 809 (1962).
Treas. Reg. § 1.401-3(c).
Treas. Reg. § 1.401-12(d)(3).
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employees, he must not discriminate against them. Still, in either
case, his plan will need a definite contribution formula for his
employees, whether
presently in existence or merely of a pro8 3
spective nature.
The passage of the new Act provides that not only profit-sharing
64
plans are eligible for H.R.10 treatment, but also stock-bonus plans.
The requirements and various rules pertaining to profit-sharing
programs, pension plans, and stock-bonus plans are voluminous.
The scope of this article is broad enough without diverting into an
area of law which, in itself, could not adequately be covered in a
single thesis. Therefore, suffice it to say that a stock-bonus plan is
a program established by an employer which is quite similar in
its employee benefits to those benefits of a profit-sharing plan.
The major difference between the two systems is that a stock-bonus
plan does not necessarily depend upon profits, and the benefits are
distributable in stock of the employer company. Allocation and distribution of the stock must conform to the same type of requirements that control such activities in profit-sharing programs.
The Act does not contain any limitations on the annual and
lifetime contributions made for any employee under a qualified
plan.6 5 This is directly contrary to the original bill and to the
bills passed by the House and reported by the Senate Committee.
E. Excess Contributions
An excess contribution 66 is defined as "an amount greater than
the permitted deductible and non-deductible contributions made
on behalf of the owner-employee. '6 7 In practice, this means that
an employer cannot contribute more than his allowable contribution (the lesser of $2,500 or 10 per cent of earned income) plus any
permissible contribution as an employee.
There are two exceptions to the general rule classifying an
excess contribution. The first is the purchase of an annuity, endowment, or life insurance contracts. It is not necessary that the
employer has earned income in order to provide premium payments for an owner-employee; he must not discriminate and must
not meet premium payments in excess of $2,500.6 s The contribution
level is determined by taking the average deductible contribution
for the previous three years. 69 If Mr. X, for example, had an average
income of $18,000, his allowable contribution would be $1,800; however, if he made only $17,000 the next year, he still would be able to
continue purchasing the $1,800 worth of premiums. Suppose that
his income jumped to $24,000 the following year. He could now purchase an additional $600 worth of premiums, and his permanent
contribution level has risen to $2,400.
The purchase of the policy of insurance, whatever form it may
take, must be done through a cash contribution; it cannot be accomplished through the purchase of the contract and then a contribution of that policy. The regulations are most explicit as to the
63 Treas. Reg. § 1.401-12(b)(2).
64 Self-Employed 'Individuals Tax Retirement Act of 1962, Conference Report No. 2411, 87th Cong.,
2d Sess. 3033 (1962) [hereinafter cited Conf. Rep. No. 2411].
65 Treas. Reg. § 1.401-1(o)(2)(iii).
66 Int.Rev. Code, supro note 55, § 401(e).
67 Conf. Rep. No. 2411,
supro note 64 at 3031.
4
69 Treas. Reg. § 1. 01-13(c).
69 Int.Rev. Code, Supro note 55, § 401(e)(3).
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fact that an owner-employee who controls the trade or business cannot make a contribution of property, other than money.
The second exception is the purchase of certain newly authorized
U.S. Government bonds. The contributions of this program must
conform to all of the provisions of section 404 of the Code. Therefore, the determination of contributions is really on a profit basis,
similar to profit-sharing programs; however, deductible limits
must still meet the tests of section 401 (a).r0
The Act provides for the return of all excess contributions, not
willfully made, within a period of six months.71 Also, the income
which the excess earned during the period will be returned. A tax
is levied on that returned income. If the contribution is not returned as specified, the plan is disqualified as to the person for
whom the
excess was made, but not to the other participants in
72
the plan.
If the excess contribution is wilfully made, the entire interest
in all plans in which the individual, on whose behalf the contribution was made, was a participant as an ower-employee, will be
distributed to him. None of the plans mentioned in section 404 (profit-sharing, stock-bonus, etc.) will be considered as meeting the
requirements of qualification. These rather stringent penalties apply for the taxable year of the plan in which the excess contribution has73been willfully made, and carry forward for a period of
five years.
III.

METHODS OF FUNDING

Basically, there are four major methods to accomplish the funding of an H.R.10 plan: trusteed plans; custodial accounts; face
amount certificates; and bond purchase plans. Besides discussing
these various methods, this section will also delve into the manner
in which the Act attempts to integrate existing social security
standards.
A. Trusteed Plans
Qualified retirement plans covering the self-employed individual
(with or without his employees) may be funded through contributions to a trust. The trustee must be a bank or a trust company.
Still, the self-employed individual
may retain the power to direct
74
or disapprove of investments.
The plan may also be insured and the trustee empowered to
purchase annuity, endowment, or life-insurance contracts. It is
not mandatory that contributions be placed in trust, as they may
be made directly to the insurance company. Therefore, if the investment is to be solely in insurance policies, the trustee need not be a
bank. 75 The Act also provides that, in lieu of bank trusts, self-employed individuals may take advantage of their various7 trade
asso6
ciations to pool separate funds for investment purposes.
70 Int. Rev. Code, supra note 55, § 405(c). Treas. Reg. § 1.405-2.
71 Treas. Reg. § 1.401-13(d); Int. Rev. Code, supro note 55, §§ 401(d)(8), 401(e)(2).
72 Treas. Reg. § 1.401-13(d)(3)(i).
4
73 Treas. Reg. § 1.401-13(e); Int. Rev. Code, supro note 55, §§ 401 (d)(8), 01(e)(2).
74 Int. Rev. Code, supra note 55, § 401(d)(1).
75 Ibid.
76 Self-Employed Individual Tax Retirement Act of 1962, Senate Report No. 992, 87th Cong., 2d
Sess. 2981 (1962) [hereinafter cited as S. Rep. No. 9921.
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B. Custodial Accounts
The Act permits use of a custodial account, created by a valid
written instrument, 7 7 in lieu of a trust, if its investments are made
solely in life, endowment, or annuity contracts issued by an insurance company, or invested in "open-end" regulated investment
companies (mutual funds). 78 These investments need not be made
immediately. It is permissible to accumulate cash in a checking or
savings account until there is enough available to make the desired
purchases.7 9 However, it is not possible to switch investments within one custodial account from mutual fund shares to annuities, or
vice versa. The same self-employed persons could have two or more
custodial accounts, each of which would be confined to investments
in either mutual funds or annuities.8 0
C. Face Amount Certificates
H.R.10 plans may also invest directly in non-transferable face
amount certificates. 8 ' The certificates may be purchased by trustees,
in the same manner as annuities.
D. Bond Purchase Plan
The final method of funding provided by the passage of the new
Act is investment in the new series of U.S. Goverment bonds issued
under the Second Liberty Bond Act, as amended.8 2 The denominations of the bonds have been set at $50, $100, $500 and $1,000. It
is clear, though, that contributions under this type of plan may not
coincide with those specifications. The contributions must be rounded to the nearest multiple of $50.83
Issuance of the bond is in the name of the individual on whose
behalf it is purchased. The bond is non-transferable and the interest
ceases five years after the death of the bondowner. Redemption may
only be acquired when the
bondowner reaches 59 years of age,
84
becomes disabled, or dies.
Neither the bondowner nor his beneficiary realizes income upon
77 Treas. Reg. § 1.401-8(b)(2).
78 Int.Rev. Code of 1954, § 401(f), added by Public Low 87-792, 76 Stat. 809 (1962).
79 Treas. Reg. § 1.401-8(b)(3).
80 Treas. Reg.
1.401-8(a).
81 Int. Rev. Code, supra note 78, § 401(g). Face amount certificates are defined in the Investment
Company Act of 1940.
82 Int.Rev. Code, supra note 78, § 405(a).
83 Treas. Reg. § 1.405-1(d)(1).
84 Int.Rev. Code, supra note 78, § 405(b)(1)(D).
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receipt of the bond. Upon redemption, ordinary income will be
realized to the extent the proceeds exceed the basis. Proceeds of
retirement bonds are not entitled to the special tax treatment accorded distributions under section 72 (n) of the Code. 5 Therefore,
even if the bonds are redeemed in one year, there is no capital
gains treatment.
E. Social Security
The rules relating to integration of H.R.10 plans with social
security assume that the employer has paid for that portion of the
social security benefit of his employees which the employees themselves have not paid for. Integration will only be allowed if the
contributions for the owner-employee do not exceed one-third of
the total deductible contributions.8 6 The emphasis is not on formulabased benefits, as is the case in corporate plans, but on a credit of
social security taxes. Thus, for the purposes of illustration, if an
owner-employee contributes a total of $8,000 (including contributions for his employees) and has paid a total of $1,274.20 in social
security taxes, his net contribution is $6,725.80.8
This explanation is quite brief, it is admitted, but a thorough
discussion of the relationship between social security and H.R.10
plans would demand an exhaustive survey of corporate retirement
plans. It will have to suffice to say that integration with social
security is allowable; it is on a taxes basis and not on a benefit
basis. It is also important to point out that discrimination can occur
when certain profit-sharing plans already in existence are sought
to provide a foundation for an H.R.10 program. The inclusion or exclusion of social security benefits to employees could provide a finding of discrimination and thereby lead to disqualification of the
entire plan. The reader is referred to the Regulations for a detailed
examination of this area.8 8
IV. DIsTRIBUTIONS
A. Post-Retirement Distributions
The new provisions of H.R.10 provide that retirement plans
established by owner-employees for their own benefit, or for the
benefit of themselves and their employees, may not begin paying
retirement benefits to owner-employees before they reach the age
59
(insurance age 60), except in the event of death or disability. 9
An individual is considered disabled if he is unable to engage in
any "substantial gainful activity because of a medically determinable physical impairment which can be expected to result in death
or to be of long-continued and indefinite duration." 90 Distribution
of benefits must begin not later than age 70 / (insurance age 70) in
the case of owner-employees, and not later than age 701/2, or the
year in which he retires, in the case of employees and self-employed individuals other than owner-employees (less than 10 per
S5 Treas. Reg. § 1.405-3(a)(1).
86int. Rev. Code, supro note 78, § 401(d)(6).
87 TAX HELP FOR THE SELF-EMPLOYED, Pension and Profit Sharing
Vol. V - No. 3, Extra Issue, Oct. 12, 1962.
88 Treas. Reg. § 1.401-3(e).
89 Int. Rev. Code, supro note 78, § 401(d)(4); § 401(d)(7).
90 S. Rep. No. 992, supra nofe 76 at 2985.

Forms,

Prentice-Hall,

Inc.,

1964

H.R. 10

cent partners)." The maximum age limitations do not prevent an
owner-employee, age 702, from entering into a plan. The only92 requirement is that his benefits commence payment at age 70h.
The death of an owner-employee causes one of three alternatives to occur in relation to his remaining interest in the plan. His
portion must be (1) distributed to his beneficiaries within five
years from the date of his death or, if later, the death of his spouse;
(2) used within five years to purchase an immediate annuity which
will be payable over the beneficiary's life or over a period no
longer than the beneficiary's life expectancy; or (3) paid out under
a plan of distribution that has already commenced prior to his
death with the payments continuing for a period no longer than
his life expectancy
or the joint life expectancy of himself and
93
his wife.
If the distribution is made under (1), and is completed within
one taxable year of the beneficiary, the tax is figured on a lumpsum distribution basis (see subdivision C. Lump-Sum Distributions,
infra).94 If the distribution is made as permitted by (2) above,
there would be no tax due upon distribution to the beneficiary of
the total value of the annuity contract, but he would be taxed at
ordinary income rates on the annual installments received by him
under the annuity contract provisions. 95 Distributions under (3)
would be taxable at the time payments are received by the beneficiary.
B. Premature Distributions
A tax penalty is imposed by the Act where a premature distribution of all or part of the retirement fund is paid, before the owneremployee reaches age 591/2 or becomes disabled. 96
If the premature distribution exceeds $2,500, the tax imposed
would not be less than 110 per cent of the increase in tax that would
have resulted if the income had been received ratably over the
five years ending with the year of distribution.9 7 If the distribution
is less than $2,500, the tax would be 110 per cent of the increase in
tax resulting from the inclusion of the entire amount of the premature distribution in gross income for the current year. Still, the
taxable income for the year in which the premature distribution
occurs cannot be less than that portion (or all of it) of the premature distribution which must be included in gross income, minus
the $600 personal exemptions." A further penalty is imposed by
disqualifying the owner-employee, on whose behalf distribution
is made, from participating in the plan for five years. 99
Prospective plan owners are notified by the new law that any
assignments made of the owner-employee's interest in the plan, or
if a loan is obtained by borrowing on an insurance contract forming part of a qualified plan, the amounts received are deemed to
91 Treos. Reg. §§ 1.401-11(e)(2),
7
92 Treas. Reg. § 1.401-11(e)( ).
93Treas. Reg. §§ 1.401-11(e)(3),
94 Int. Rev. Code, supra note 78,
95 Int. Rev. Code, supra note 78,

96 Id., § 72(m)(5).
97 Id., § 72(m)(5)(B).
98 Id., §§ 72(m)(5)(C); 72(n)(3).
99 Id., § 401(d)(5)(C).

1.401-11(e)(7); Int. Rev. Code, supra note 78, § 401(o)(9)(A).
1.401-11(e)(5). Int. Rev. Code §§ 401(a)(9)(B),
§ 72(n)(1).
§ 402(a); Treas. Reg. § 1.402(a)-i.

401(d)(7).
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have been constructively distributed and currently taxable and,
thus, prematurely received. 100
C. Lump-Sum Distributions
Distributions made after retirement are generally taxed in the
same manner as those of qualified plans, but with an important
exception. Lump-sum distributions to both owner-employees and
all other self-employed persons will not be entitled to capital gains
treatment, even though distributions to their employees will be so
entitled. 10 1 Instead, the lump-sum distribution will be taxable to
the distributee as ordinary income, but with a special computation.
The tax will be five times the increase in tax resulting from inclusion in gross income of 20 per cent of the distribution, with a
special0 2 exception applicable where the recipient had no other income.

Naturally, the effect of cashing-in an annuity, endowment, or
life insurance contract at retirement would be the 10
reception
of a
3
lump-sum distribution with its special tax problems.
V.

ESTATE AND

GIFT TAXES

The estate and gift tax situation as it applies to the self-employed
person may be summed up in a very few words. There is no tax
advantage. Briefly, the entire value of a distribution to a selfemployed person is includible in his estate. 0 4 The rules have not
been changed concerning common-law employees; the employerfinanced portion of the distribution to the employee is excludable
from the employee's gross estate.
There is no gift tax exemption in the act of designating a beneficiary.10 5 The $100-a-week sick pay exclusion is not allowed. 10 6
However there may be an exclusion for sums received through
health and accident insurance contracts for personal injuries or
for sickness. These exclusions are allowable only to the extent they
are attributed
to the non-deductible contributions of the em107
ployees.
VI. CONCLUSION

After many years of controversy, the program of tax equality
for the self-employed, discussed by a small group of New York
attorneys some twenty years ago, has finally begun to emerge.
The Act really does not completely accomplish the purpose for
which it was originally designed. It certainly does not give true
tax equality with similar corporate plans.
Corporate pension or profit-sharing plans may be set up on a
formula-participation requirement. The only major requirement is
that the plan not discriminate in favor of executive levels. The
100 Int. Rev.2 Code, supra note 78, § 72(m)(4)(A), (B).
4
101 Id., § 7 (n)(I). See also § 4(c) and § 4(d) of the Act amending I.R.C. §§ 402(a)(2) and 03(a).
Cf. § 4(c) of Self-Employed Individual Tax Act of 1960, not enacted, amending I.R.C. § 402(o), and
see S. Rep. No. 1615, 86th Cong.; 2d Sess. 1336, and Hearings before Committee on Finance, May
11, 1960, 8, 31-2.
2
102 Int. Rev. 2 Code, supra note 78, § 72(n)( ), (3).
103 Id., § 40 (a).
9
104 Int. Rev. Code of 1954, § 203 (c).
105 Id.,
2517(b).
106 Id., § 105(g).
107 Id., § 104(a).
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H.R.10 plan, it is true, also demands non-discrimination; however,
the self-employed person must carry with him all employees with
three or more years of service. There is no choice. It is an "all or
none" situation.
Corporate plans, in essence, do not limit the dollar contribution.
As seen, the H.R.10 plan sets up a 10 per cent or $2,500 limitation
on contributions for the self-employed. Also, the corporate plan
member may deduct all of his contributions while the self-employed is held to a 50 per cent deduction.
The corporate program provides for complete capital gains
treatment concerning lump-sum distributions. The self-employed
person is denied such relief.
The self-employed individual may not receive exclusions for
estate tax, gift tax, sick pay or the $5,000 death benefit. Corporate
employees are given these advantages.
The self-employed person is denied all privilege of borrowing
from the fund, of buying or selling to the trust, or charging the
trust for any of his service. Corporate programs do allow such
activity.
The new law is a mile-stone. It is a marvelous memorial to legislative manipulation. It is the epitome of forceful lobbying and
political compromise. Perhaps one should not be too unkind;
"Something is better than nothing." The new Act is at least "something." It is a shame that the self-employed person does not truly
enjoy tax equality with his corporate rival. Yet, he does have a
plan. Eighteen months, or more, ago his retirement loomed desparately before him. Now, he can plan with some tax advantage. Perhaps the near future will bring him even closer to the welfare enjoyed by his corporate counterpart.
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